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AUDIT RISK 
ALERTS
Construction Contractors 
Industry Developments—1992
Update to AICPA Audit and Accounting GuideConstruction Contractors
NOTICE TO READERS
This audit risk alert is intended to provide auditors of financial statements of 
construction contractors with an overview of recent economic, industry regu­
latory and professional developments that may affect the audits they perform. 
This document has been prepared by the AICPA staff. It has not been 
approved, disapproved, or otherwise acted upon by a senior technical commit­
tee of the AICPA.
Gerard L. Yarnall
Director, Audit and Accounting Guides 
Rosemary M. Reilly
Technical Manager, Audit and Accounting Guides
Copyright © 1992 by
American Institute of Certified Public Accountants, Inc.
All rights reserved. Requests for permission to make copies of any part of this 
work should be mailed to Permissions Department, AICPA, Harborside 
Financial Center, 201 Plaza III, Jersey City NJ 07311.
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Industry and Economic Developments
The construction industry is one of the largest segments of the U.S. 
economy and is one of the m ost significant contributors to the gross 
national product. It employs more people and consumes more raw materi­
als than virtually any other industry. Com panies in the construction 
industry range in size and sophistication from one-person remodelers and 
local business people building in residential and commercial markets to 
multinational contractors specializing in multimillion-dollar projects such 
as skyscrapers, highways, and petroleum pipelines.
The construction industry is generally very sensitive to changes in eco­
nomic conditions. During recessionary periods, construction budgets are 
often the first to be cut back as resources are diverted to meet current 
operating needs. In the past, economic downturns have resulted in a high 
rate of failure among construction contractors. The construction industry is 
also highly competitive and, as a result, profit margins are generally low.
Many factors seem to be influencing the current status of the construc­
tion industry; most significantly there are the concerns about the direction 
of the nation's economy There is a direct relationship between employment 
growth and residential and nonresidential construction, as well as between 
the strength of the local industry and the national economy
Another factor influencing the construction industry today is the lack of 
capital financing available from  financial institutions. Bad real estate 
investments and construction associated with these projects have been 
singled out as one of the major causes of difficulties being experienced by 
some financial institutions. Lending institutions have tightened require­
ments for speculative construction and real estate to the point where many 
projects, unless owner-financed, cannot get funding.
A major consolidation in general contractors can be expected throughout 
the 1990s because of (1) bonding constraints brought on by inadequate 
capital, (2) very large risk and low reward, forcing some contractors out of 
business, and (3) a dramatic reduction in demand for new building space 
along with the associated credit constraints. This consolidation w ill occur 
through mergers, joint ventures, downsizing and a large number of liqui­
dations. Local contractors can expect to find their opportunities enhanced 
in the near future: With increased dominance of the market by divisions
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and branches of large firms, owners w ill tend to favor the locally based firm  
where they can deal with the owner or president. This w ill allow some 
smaller firm s to grow faster than the market as a whole, provided the 
financial resources exist to do so.
The massive rebuilding effort needed in the aftermath of Hurricane 
Andrew w ill mean billions of dollars in business for companies catering to 
South Florida. The hurricane w ill benefit some construction contractors 
that have suffered through some lean years, and it is expected that the 
southern Florida home-building industry is going to see a significant 
increase over the next four years.
Overall and Specific Risks
Because of the unique nature of a construction contractor's business and 
the extensive use of estimates, audits of construction contractors can be 
relatively complex. Estimates relating to future events affect the determina­
tion of contract costs, revenues, gross profits, and percentage of completion. 
There is also a very high degree of use of financial statements by outside 
institutions, such as bonding companies.
An assessment of the degree of overall audit risk involved in an audit of a 
construction contractor's financial statements can be made by reviewing 
total gross profit from contracts in progress. As the percentage of gross 
profit subject to the estimating process increases (that is, the percentage of 
contracts in progress as opposed to completed contracts increases), there is 
a greater reliance on estimates and a corresponding increase in audit risk 
since the construction contractor's working capital, equity and income w ill 
be based largely on estimates.
The following specific conditions generally indicate increased audit risk:
• Increased frequency of losses on contracts
• D eclining gross profit rates recognized on contracts in progress, 
instead of gross profit rates recognized on completed contracts during 
the period
• Variability in gross profit rates realized on completed contracts
• Deteriorating gross profit rates toward the end of the accounting 
period
• Lack of controls over bidding and estimating projects
• Inadequate review procedures over the drafting of customized con­
struction contract documents
• Apparent incompetence, lack of skill, or inadequate training of field 
personnel bidding on contracts, estimating contracts' progress, and 
estimating costs to complete contracts
• Inadequate monitoring of projects in progress
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• Increase in underbillings on contracts
• Inadequate oversight of subcontractors' operations
• Decrease in cash flows
• Increase in bank borrowings
• Notes or accounts receivable from related parties
• Participation in unaudited joint ventures
• Unsophisticated financial information techniques for preparation of 
financial statements to be reviewed by sureties for bonding
• Inadequate monitoring of the progress of pending litigation
Audit Issues and Developments
Audit Issues
Environmental Cleanup Costs. Construction contractors may face exposure 
to significant amounts of environmental cleanup costs. Audit Risk A lert- 
1992 includes a detailed discussion of accounting and auditing issues 
related to such costs.
Economic Conditions. In periods of economic distress, contractors are often 
apt to take more risks, one being the use of a low bid from a subcontractor 
who could not obtain a bond. Auditors should monitor these situations 
closely and obtain reasonable assurance that management has properly 
identified, accrued for, and disclosed any such matters in accordance with 
Financial Accounting Standards Board (FASB) Statement of Financial 
Accounting Standards No. 5, Accounting for Contingencies.
Going-Concern Issues. The economy has had a significant influence on the 
construction contracting industry and there have been high failure rates 
among contractors in recent years. Auditors of construction contractors 
should be alert to conditions that may indicate the existence of substantial 
doubt about the contractor's ability to continue as a going concern. Going- 
concern problems are discussed in detail in Audit Risk Alert—1992.
Estimated Costs to Complete. The construction industry continues to face 
reduced activity and a resultant reduced profit margin on bid work. It is 
unrealistic to expect this reduced level of activity to change over the next 
few years. Therefore, contractors need to continue searching for ways to 
reduce overhead and to control costs. Auditors should carefully review the 
contractor's estimated costs to complete. The use of analytical procedures
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w ill provide the auditor with some comfort based on past experience. An 
appropriate audit procedure the auditor should consider is performing a 
thorough comparison of the contractor's estimated costs to complete with 
actual costs to date. Statement on Auditing Standards (SAS) No. 57, Auditing 
Accounting Estimates, provides guidance to auditors on obtaining and eval­
uating sufficient competent evidential matter to support these estimates of 
costs to complete.
Audit Developments
COSO Report on Internal Control In September 1992, the Committee of 
Sponsoring Organizations (COSO) of the Treadway Commission issued its 
report Internal Control—Integrated Framework. The report defines internal 
control and its elements, provides tools for assessing internal controls, and 
addresses management's reporting on internal controls over financial 
reporting.
The full report consists of four volumes: "Executive Summary" provides 
a high-level overview; "Framework" defines internal control and describes 
its various components; "Reporting of External Parties" provides guidance 
to entities that report publicly on internal control over preparation of their 
published financial statements; and "Evaluation Tools" provides material to 
help in evaluating an internal control system.
The four-volume set (No. 990002CL) costs $50; the "Executive Sum­
m ary" (No. 990001CL) is available individually for $3. Prices do not include 
shipping and handling. To obtain either item, contact the AICIA Order 
Department (see order information on page 11).
The Confirmation Process. Confirmation of balances is generally an impor­
tant procedure in auditing the financial statements of construction contrac­
tors. In November 1991, the AICPA's Auditing Standards Board issued SAS 
No. 67, The Confirmation Process, which provides guidance on the confirma­
tion process in audits performed in accordance with generally accepted 
auditing standards. It defines the confirmation process, discusses the rela­
tionship of confirmation procedures to the auditor's assessment of audit 
risk, describes certain factors that affect the reliability of confirmations, and 
provides guidance on performing alternative procedures when responses 
are not received and on evaluating results of confirmation procedures. SAS 
No. 67 specifically addresses the confirmation of accounts receivable and 
explicitly prohibits the use of negative confirmation requests when control 
risk is assessed at the maximum level. This SAS is especially relevant to 
audits of construction contractors because confirmation procedures are 
typically performed on contract amounts receivable and accounts payable, 
which usually constitute a material portion of a construction contractor's
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balance sheet. SAS No. 67 is effective for audits of fiscal periods ending 
after June 15, 1992. Audit Risk Alert—1992 includes further discussion of 
SAS No. 67
Combining Contracts. As a general rule, each contract of a construction 
contractor is a separate profit center for purposes of revenue recognition, 
cost accumulation, and income measurement. Nonetheless, sometimes a 
group of contracts may be so closely related that they are, in effect, parts of a 
single project with an overall profit margin, and accounting for the con­
tracts individually may not be feasible or appropriate. For that reason, 
AICIA Statement of Position (SOP) 81-1, Accounting for Performance o f Con­
struction-Type and Certain Production-Type Contracts, sets forth specific criteria 
that, if met, allow contracts to be com bined for accounting purposes. 
Because combining or segmenting contracts may significantly affect peri­
odic income recognition, auditors should carefully consider the circum­
stances, the contract terms, and management's intent in assessing whether 
the criteria specified in SOP 81-1 are present.
Retentions. SOP 81-1 sets forth criteria that must be met for approved 
change orders or claims to be recognized in financial statements. When 
approved change orders or claims are recognized in the financial state­
ments, auditors should consider whether those criteria are met.
When a contractor recognizes revenue on unapproved change orders or 
claims, auditors should consider the propriety of such recognition by mak­
ing inquiries of the contractor's attorneys, job site personnel, and manage­
ment. Accounting for and auditing a contractor's claims against customers 
(or a subcontractor's claim against prime contractors) resulting from unap­
proved change orders requires a high degree of judgment. Factors that 
affect the realization of recorded claim  amounts are often complex, and the 
cases may extend over long periods. During that time, management may 
make decisions about matters such as settlement and litigation strategy As 
a result, amounts recovered may differ significantly from amounts origi­
nally anticipated and recorded by the contractor.
Accounting Developments
Landfill Rights
A  construction contractor may be required to pay for rights allowing the 
contractor to extract specified volumes of landfill from a third party's 
property over a specified time period. Construction contractors should be 
aware of the appropriate accounting for these situations. Until the landfill is 
fully extracted, the contractor should classify the payment for landfill rights
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as a deferred charge. The portion of the landfill payment related to the 
volume of landfill extracted should be reclassified as project costs. A 
deferred charge remaining at the termination of the agreement should be 
written off as an expense. Auditors should carefully review the construc­
tion contractor's analyses of accounting for these costs.
Concentrations of Credit Risk
The provisions of FASB Statement No. 105, Disclosure o f Information about 
Financial Instruments with Off-Balance-Sheet Risk and Financial Instruments 
with Concentrations o f Credit Risk, extend to the potential loss of cash funds in 
excess of $100,000 (the FDIC insurance coverage). If a contractor exceeds this 
limit, the contingency may need to be disclosed in the footnotes to the 
financial statements. FASB Statement No. 105 may also require the disclo­
sure of other items, such as the amounts of contractual obligations; other 
significant concentrations of credit risk, such as multiple contracts with one 
customer or concentrations of projects in certain geographic regions; and 
descriptions of customer financing arrangements.
Income Taxes
In February 1992, the FASB issued FASB Statement No. 109, Accounting for 
Income Taxes. The Statement establishes financial accounting and reporting 
standards for the effects of income taxes that result from an enterprise's 
activities during the current and preceding years. It requires an asset and 
liability approach for financial accounting and reporting for income taxes. 
This Statement supersedes FASB Statement No. 96, Accounting for Income 
Taxes, and amends or supersedes other accounting pronouncements (see 
appendix D of FASB Statement No. 109). The Statement is effective for fiscal 
years beginning  after D ecem ber 15, 1992, w ith earlier application 
encouraged.
Construction contractors, because of the high volatility of the business 
and the tough economic outlook for the industry should be cautious about 
recording deferred tax assets. Auditors of construction contractors should 
be fam iliar with the criteria for recognition of a deferred tax asset, as well as 
with the guidance for establishing an appropriate valuation allowance.
AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICIA Audit and Accounting Guide Audits o f Construction Contrac­
tors is available through the AICPA's loose-leaf subscription services. In the
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loose-leaf service, conforming changes (those necessitated by the issuance 
of new authoritative pronouncements) and other minor changes that do not 
require due process are incorporated periodically Paperback editions of the 
guides as they appear in the service are printed annually
Construction Contractor's Financial Reporting Checklist
The AICPA's Technical Information Service has published a revised 
version of Checklist Supplement and Illustrative Financial Statements for Con­
struction Contractors as a tool for preparers and reviewers of financial 
statements of construction contractors. Copies may be obtained by calling 
the AICPA Order Department.
Technical Practice Aids
Technical Practice Aids is an AICPA publication that, among other things, 
contains questions received by the AICPA's Technical Information Service 
on various subjects and the service's responses to those questions. Several 
sections of Technical Practice Aids contain questions and answers specifi­
cally pertaining to construction contractors. Technical Practice Aids is avail­
able both as a subscription service and in hardback form. Order informa­
tion may be obtained from the AICPA. Order Department.
*  *  *  *
This Audit Risk A lert supersedes Construction Contractors Industry 
Developments—1991.
* * * *
Auditors should also be aware of the economic, regulatory and profes­
sional developments that may affect the audits they perform, as described 
in Audit Risk Alert—1992, which was printed in the November 1992 issue of 
the CPA Letter.
Copies of AICPA publications may be obtained by calling the AICPA 
Order Department at (800) 862-4272. Copies of FASB publications may be 
obtained directly from the FASB by calling the FASB Order Department at 
(203) 847-0700, ext. 10.
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